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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALIFORNIA °

In the Matter of the Appeal of )
ARNOLD R. anNp BESSI E BUCKLES )

No. 81A-1045-GO

Appear ances:

For Appellants: Robert C. Boffa
Attorney at Law

For Respondent: Terry L. Collins
Counsel

OPI NI ON

é _ :

This appeal is nade pursuant to section 18593/
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Arnold R and
Bessi e Buckl es against a proposed assessnent of addi -
tional personal 1ncome tax in the anobunt of $109,464.32
for the year 1977.

I7 Onress otnerw se specified, all _section references
are t0 sections of the-Revenue and Taxation Code as in
effect for the year in issue.
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Appeal of Arnold R and Bessie Buckl es

_ The issues presented in this appeal are the
fol | ow ng:

(1) Whether the transaction in which Arbco
El ectronics, Inc., was liquidated and part of its assets
|ater transferred to a newy forned corporation, Arbco
Industries, Inc., can properly be characterized as a
| i qui dation-reincorporation so as to override the provi-
S|?nsfpfdsect|on 17402 which appellants allege they have
satisfied.

(2) If not, whether the appellants have, in
fact, satisfied all the provisions of section 17402;
specifically, whether appellants filed a tinely election
pursuant to the requirenent of subdivision (d? of section
17402, thereby qualifying for certain deferrals of gain
realized upon the liquidation of Arbco Electronics, 1nc.

~ Appellants werethe sole sharehol ders of Arbco
El ectronics, Inc. (hereinafter "Od Arbco"), a corpora-
tion incorporated under California |law on Septenber 10,
1959. In 1977, a serious fire occurred, resulting in a
cash recovery of $392,326 fromthe corporation's insur-
ance conpany.- Later in 1977, the decision was nmade to'
|iquidate the corporation. To assist in the |iquidation,
the corporation hired an attorney (hereinafter "the
attorney" or "appellants' attorney").

~ On Septenber 30, 1977, O d Arbco adopted a plan
of liquidation pursuant to sections 17402 and 24503.
Section 17402 provides that under certain circunstances,
a sharehol der's gain on the_cquLete liquidation of a
corporation may go unrecogni zed if ‘he and enough ot her.
sharehol ders so elect by filing the proper forns electing
such treatment within 30 days after the date of the adop-
tion of the plan of liquidafion. Appellants' attorney
was given the responsibility for preParlng and filing the
necessary elections with the Internal Revenue Service and
respondent, Franchise Tax Board, within the 30-day period.
The attorney clainms copies of |IRS form 964 (accepted by
respondent 1n lieu of I1ts own form FTB 3512) were sent to
respondent and the IRS on the sane day within the required
time period. During the course of an audit, it was
di scovered, however, that respondent had no record of

receiving a valid el ection. reover, upon further
inquiry, respondent determ ned that appellants had formed
a new corporation, Arbco Industries, Inc., later Arbco

El ectronics, Inc. (hereinafter "New Arbco"), on Cctober 26
1977. Respondent ascertained that appellants owned 95
percent of the shares of New Arbco and that the business
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addresses for A d and New Arbco were identical. In addi-
tion, respondent's field auditor determned that the

busi ness of New Arbco was a continuation of the business
of Od Arbco. (Resp. Br. at 7.) However, three substan-
tial rental properties which had been held by Od Arbco
were not transferred to New Arbco but were retained by
appel [ ants.

Based upon the above determnations, respondent
concluded that a tinely election had not been made as
required by section 17402, subdivision (d), and, as a
consequence, section 17402 should not apply to the-
distributions (i.e., rental properties) to appellants
In addition, due to the formation of New Arbco, respon-
dent concluded that Add Arbco had, in reality, undergone
a I|qu|dat|on-re|ncorPoratlon, the effect of which was
al so to preclude appellants from obtaining such section
17402 treatment. Accordingly, respondent determ ned that
even if a tlnelylelectlon ad been made, appellants* gain
on the distribution was taxable as ordinary incone to
"the extent of retained earnings of Od Arbco" and as
capital gains fromthe sale or exchange of assets held
over five years with respect to the bal ance' of gain.
(Resp. Br. at 4 and 5.) Respondent issued an assessnent
reflecting this determnation and appellants protested.
Respondent subsequently affirmed its assessment and
appel lants then filed this appeal

_ On appeal, appellants argue that a tinely
el ection pursuant to section 17402, subdivision (d), was,
in fact, tiled by their attorney. Moreover, appellants
contend that respondent's reliance upon the liquidation-
reincorporation theory is msplaced. In addition, appel-
lants contend that if the subject transaction is held to
be a |iquidation-reincorporation, the assessnent was
erroneous since under that theory only the "amunts not
continued to be held in corporate solution are treated as
distributed to sharehol ders.” (App. Reply to Resp. Br.
at 13 and 14.) Respondent, however, now agrees wth
appel | ants' assertion that should a |iquidation-reincor-
poration be held to exist, its conputation of additiona
tax due is incorrect. Accordingly, respondent now con-
cl udes that appellants' additional tax [iability result-
ing from a liquidation-reincorporation is $90, 315.
(Resp. Reply Br. at 17.)

As indicated above, respondent first seeks to
cast the subject transaction as a |iquidation-reincorpo-

ration there y obviatlng the necessity for determning
whet her appellants filed a timely election pursuant to
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section 17402, subdivision (d) (i.e., issue two).

Briefly, for the sake of this one issue, respondent would
concede that a valid section 17402 liquidation did, in
fact, occur, but argues that the subsequent incorporation
of New Arbco would constitute a rein-corporation of AOd
Arbco so that the transaction should be treated aa a
reorgani zation rather than as a |iquidation. Such treat-
nent, respondent argues, requires that the gain resulting
fromthe property transferred fromdd Arbco to appel -

| ants "be considered dividend inconme under sections 17321
and 17323(a) ... to the extent of Od Arbco's retained
earnings ... [and] gain resulting fromthe sale- or
exchange of a capiyal asset" to the extent of the bal ance
of gain realized. (Resp. Br. at 8.)

The term "liquidation-reincorporation” refers
to a transaction in which an existing corporation is
|iquidated with its business thereafter being conducted
bK anot her corPoratlon owned solely or substantially by
sharehol ders of the liquidated corporation. Cenerally,
the latter corporation will be newy organized in
conjunction with the liquidation of the forner.

[ Li qui dation-reincorporation transactions can]
serve a variety of tax-avoidance purposes.

Most notable in this respect is the bail-out of
accunul ated earnings and ot her unneeded Iiquid
assets of the 'liquidating' corporation at
capital gains rates, while, at the same tine,
operation of the business is continuing in
corporate form

(Bittker and EBustice, Federal Income Taxation of Corpo-

rations and Shareholders, ¢ 14.54 at 14-155 (4th Ed.
1979).)

2/ A nore precise and technically correct explanation is
that section 17381 would require dividend treatment to
the extent of the corporation's "earnings and profits.”
Moreover, as indicated above, contrary to respondent's
statement, in a section 17402 |iquidation, all of the
corporation's earnings and profits are fully taxed to the
i ndi vi dual sharehol ders as dividends. Appellants did, in
fact, treat the distribution fromdd Arbco as a dividend
to the extent of O d Arbco's earnings and profits. (App.
Reply to Resp. Br. at 10.) Accordingly, to the extent
that” respondent's assessment reflects a duplication of

t hose earnings and profits, it nust be nodified.
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_ Wien the resenbl ance between a liquidation-
reincorporation and a tax-free reorganization becones
"overpowering" the taxing agency may seek to classify
the transaction "as a reorganization, and the |iquidation
rules of §§336, 337, 331, and 334 [of the Internal Reve-
nue Code] are supplanted by the provisions applicable to
reorgani zations." (Bittker and eustice, Federal |ncome
Taxation of Corporations and Shareholders, supra at

§-156; 14-157).) The rerncorporatron doctrine may be
viewed either as an extension of g%ﬂnlggLQngL V. esyﬁL
Hol ding Co., 324 U.S. 331 (89 L.Ed. 981 (1945), Wth the
sharehol'der being treated merely as a conduit to convey:
the property to Its ultimate destination in the successor
corporation or as an exanple of the shamtransactron

theory. (Gregory v. Helvering, 293 U.S. 465 (79 L.Ed.
596] (1935).)

. Appel [ ants argue that the |iquidation-reincor-

poration doctrine is not applicable here because tax

avoi dance, a required elenent, was not present in the
instant situation since under section 17402, they recog-
zed ordinary income to the extent of O d Arbco's
ear ni ngs -and profits. However, a short conparison of the
t-ax treatnent of distributions 'under section'17.402 and °
taxable di vi dends under section 17323 indicates that
there were, in fact, significant tax advantages to appel -
lants in characterizing the subject transaction as a
liquidation (Rev. & Tax. Code § 17402) rather than as a
taxabl e dividend (Rev. & Tax. Code s 17323). Wile both
sections 17402 and 17323 treat a distribution as ordinary
incone to the extent of earnings and profits, section
17402, subdivision (e)(2), treats the excess as taxable
as capital ?ain only to the extent that the distribution
"consists of noney, or of stock or securities acquired by
the corporation after August 15, 1950. ..." Any other
Rroperty taken by qualified electing shareholders that
as appreciated in value is received wthout the recogni-
tion of gain on such appreciation. Section 17323, on'the
other hand, provides, in general, that the portion of the
di stribution which exceeds earnings andprofits is first
appl i ed against and reduces the sharehol der's basis and
to the extent that such distribution exceeds that adjusted
basis is "treated as gain fromthe sale or exchange of
property" no matter what kind of property is distributed.
(Rev. & Tax. Code § 17323, subd. (c)(l).) Accordingly,
since the subject distribution involved substantial real
properties, ich would be received wthout recognition
of gain on appreciation under section 17402, respondent
is correct that such properties would be transferred to
appel lants at mninumtax cost under section 17402 as
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opposed to section 17323. (Resp. Reply Br. at 10). In
addition, this conparison between section 17402 and 17323
shows that tax avol dance possibilities are not limted
only to distributions of liquid assets (i.e., "noney ...
stock or securities").

~ Respondent has relied upon two different

reorgani zation sections to deye!oP its liquidation- |
reincorporation argunent. Initially, respondent relied
entirely upon sections 24562, subdivision (a)(6), and
. 17461, subdivision (a)(6), to base its |iquidat]on-

reincorporation theory. =~ (Resp. Br. at 6 and 86) These
sections provide that a "reorganization" includes a "nere
change in identity, form or place of organization ...."
These sections are substantially identical to Internal
Revenue Code section 368, subdivision (a)(I)gF). For the
sake of convenience, this type of reorganization wll be
referred to as an "F reorgani zation." Later, respondent
al so relied upon sections 24562, subdivision (a)(4), and
17461, subdivision (a)(4). (Resp. Reply Br. at 14 to

17.) These sections provide, in relevant part, that a
"reorgani zation" includes a "transfer by a corporation of
all or part of its assets to another corporation ...."
These sections are substantially identical to Internal
Revenue Code section 368, subdiVvision (a)(I)(Eq, and,
accordingly, decisions interpreting the federal [aw may
furnish a guide in construction of the state act.

(Douglas v. State of California, 48 cal.app.2d 835, 838
[120 P.2d 927] (1942).) For the sake of convenience,
this type of reorganization will be referred to as a "D
reorgani zation."

Upon reflection, it appears that respondent's
characterization of the subject transaction as ProperLy
an "F" reorganization is misplaced. In brief, there is"--
no indication fromthe record that New Arbco was a "nere
change in identity [or] form fromOd Arbco. However, )
respondent's contention that the subject transaction can

be properly characterized as a "p" reorgani zati on has
merit.

At page 898, the court in Smothers'v. United
States, 642 p.2d 894 (5th Cr. 1981), outlined the fol-
oW ng requirenents for a "p" reorganization

(1) There nust be a transfer by a corporation
.« o3 (2) of substantially all of its assets
« o« »Jd3 to a corporation controlled by the
shareholders of the transferor corporation, or
by the transferor corporation'itself . .. ;
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4) in exchange for stock or securities of the
ransf eree corForatlon..J(S)foLIpmed by
distribution of the stock or securities of
he transferee corporation to the transferor's
shar ehol ders ...; (6) pursuant to a plan of
reorgani zation . ...

(
t
a
t

Since there is no dispute overthe other require-
nents, the pivotal factual controversg here centers on
whet her "substantially ali® of A d Arbco's assets have
been transferred to New Arbco. In Smothers v. United
states, supra, the court found a "p™ reorgani zation where
the transferee corporation represented only 15 percent of
the net worth of the transferor corporation. e court
found that the phrase "substantially all assets" required
for a "p" reorgani zation nust be interpreted as an
"Inartistic way of expressing the concept. of 'transfer of
a continuing business."' Smothers v. United States
supra, 642 F.2d at 899.) he Tecord before us 1ndicates
that O d Arbco's manufacturing business 'did continue to
operate in New Arbco. Wiile,” the purported |iquidation
in Snothers was done pursuant to the statute providing
for'Trquirdation in one year, the same logic indicating a
"D" reorganization is present in the instant appeal.

In addition, there is one further theory that
the Internal Revenue Service has used to cope with

-reincorporations that may fail to qualify as reorganiza-

tions. This position has been described as the "no
conplete liquidation theory." (N cholson, 335-2d8 Tax
Mynt. (BNA), Liquidation-Reincorporation, (1985) at A-26,
A-27.) Under tﬁls theory, the s%rV|ce freats the trans-
feror co&Poration and ‘transferee corporation as a single
entity and attacks the transaction on the basis that

t here has not been a conplete |iquidation of the trans-
feror corporation within the meaning of the statute.

(See Tel ephone Answering Service Co. Inc. v. Comms-

si oner, 6§ T.C 423, affa. (4th Cr. 1974) in an _unpub-
[Tshed opinion.) In Tel ephone Answering Service %p, Lnc. .
the tax court held that, I n interpreting sim/lar [angua

e
in Internal Revenue Code section 337, the phrase that a?l
property "be distributed in conplete Iiquidation"

. . . Ruldaroces an intent to require a bona

fide elimination of the corporate entity and
does not include a transaction in which
substantially the sane sharehol ders continue to
utilize a substantial part of the directly owned
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assets of the same enterprise in uninterrupted
corporate form

(Tel ephone Answering Service Co., Inc. v. Commi ssioner,
supra, oo I.C at 403.)

In holding that, based upon the above theory, the condi-
tions for a bona fide liquidation did not occur, the tax
court aPpears to have accepted the assertion that the
value of the assets transferred fromthe old corporation
to the new corporation was approxinmtely 12 percent of
the total assets.

The instant appeal fits squarely into'the
factual pattern outlined in Tel ephone Answering Service
Co. Inc. v. Conmissioner, supra. [Ihe transter of the
manufacturing business from dd Arbco to New Arbco
evidences a situation in which "substantially the sane
sharehol ders continue to utilize a substantial part of
the directly owned assets of the same enterprise in
unlnterru?ted.corporate form' so that there was not a
complete liquidation of Od Arbco as required. _

Accordingly, we hold that, under either theory
appel lants woul d not be entitled to section 17402 treat-
nment. Because of this conclusion, no discussion of issue
two is required.

Accordingly, pursuant to the modifications
noted above, respondent’'s action nust be sustained.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T IS HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Arnold R and Bessie Buckles against a _
;[)roposed assessment of additional personal income tax in
t he amount of $109,464.32 for the year 1977, be.nodified
in accordance with this opinion. “In all other respects
It is sustained.

Done at Sacranento, California, this 4th day
of March ., 1986, by the State Board of Equalization,

with Board Members M. Nevins, M. Collis, M. Dronenburg
and M. Harvey present.

Ri chard Nevins ,  Chai rman
Convay H._collis . Menber
Ernest J. Dronenburg, Jr. , Menber
V|l ter Harvey* , Menber

, Menber

*For Kenneth Cory, per Government Code section 7.9

™~

~.
S~
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BBFORE THE STATE BOARD OF EQUALI ZATI ON
OF tHE STATE OF CALI FORNI A

In the Matter of the Appeal of )
No. 81A-1045-GO
ARNOLD R. AND BESSI E BUCKLES )

ORDER DENTI NG PETI TI ON FOR REHEARI NG

Upon consideration of the Petition filed Apri
3,71986, by Arnold R and Besie Buckles for rehearing of
thei r appeal fromthe action of the Franchise Tax Board,
we are of the opinion that none- of the grounds set forth
in the petition constitute cause for the granting thereof
and, accordingly, it is hereby ordered that the petition
be and the sane is hereby denied and that our order of
March 4, 1986, be and the same is hereby affirmed.

Good cause appearing therefor, it is also
hereby ordered that the follow ng sentence be added to
the end of the second full paragraph on page 8 of the
original opinion: "However, we note that this conclusion
requi res an adj ustnment reflectlngladdltlpnal depreci ation
due to the new basis and new hol |nﬂ.per|od for the
subject rental properties. and, to this extent,
respondent's assessnent nust be nodified. "

Done at Sacramento, California, this 29thday
o July » 1986, by the State Board of Equalization, with
Board Menbers Mr. Nevins, M. Bennett, M. Dronenburg and
M. Harvey present.

\

Ri chard Nevins » Chairnman
William M Bennett . Menber
'Ernest J. Dronenburg, Jr. , Menber
Wal t er Harvey*' » Menber
Menber,

*For Kenneth.Cory, per Government Code section 7.9
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